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MARKET MICROSTRUCTURE AND INTERMEDIATION 
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Providing Liquidity 


Classical economics poses three questions: what shall be produced, how shall 
it be produced, and for whom. Stiglitz (1994, pp. 5-6) observes that in addition 
to these three questions, one should add a fourth: "How should these 
decisions be made, and who should make them?" In a market economy, the 
practical answer to this question is that firms decide what, how and for whom. 
Many markets are guided by the "visible hand" of firms, as observed by Alfred 
D. Chandler (1977), while in others, firms are guided by the "invisible hand" of 
the market, as emphasized by Adam Smith. Firms establish and operate most 
markets by setting prices, carrying out transactions, forming and monitoring 
contracts, and producing and distributing information. 
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Intermediation 



shall ifebe ^ptue^riauatf fair St^gHtz (j9^E||pfc 5-6) :S^fyB^ 

4 tlip til a&ditioji JiEj^te* questions; idfiej sltdtild a^4 <a?fo« ■ 

4 *H6w should !^es(2 decisions be ami #hp Ishppi^^ M% 

■ -msgfe !to this^uestidh isjth^;/*^ ; : 

how and for whonx, Mah^ markets are;;^£ia^ef<0 j?y **^bie hai#* Pf 
firm^ p 'dbse^tf by Alfred D. Chandler;^ are 
guided by the '* : Hn^s|bI&&^ 

f irms e^blisk and operate mpsc niarkets^vs^t^gjprices, carrying om tran^ 
actions, forming ^#^ptfil^h|g cpnitf a^ts, aad prp^ and disMb^ting 
informadpnv „. « ■ ^ ■ . 

Firn^ create ahd;m^ewkeisjt)}r acting as iriyterra^ 
and sellers. f Aii intermediary i&an economic/agent that purchases from suppUewvfor 
resaile to buyers or ^ ahd^sellers meet ^ ^d 

seek out supj^iers^find andbncou^ 
terms of ti^Mctipns, manage the payme^^ 

and hoid;inventories to provide liquidity or availability of goods and services. In 
Marice^the sfo^W ^ tfieS^ 

^nimw^cfur^I^apply^the teim market micros general. Rather 

t^M fPcu^ 6ii <^epd6n of ^uyer^hd seller d£ci^^ 

tities; I; emphasize transactions and the activities of firms that stmcture these 
decisions. 

When acting as intermediaries, firms answer the three classical quesd^ns ^ 


■ 


of Management? Norihxoestern (University, EvansUm, tiUhois. His e-mail address is 
jems^imt.edUi 


r- ■ 


types $ $yLp0®rii ^thft ithey wiUi icon.tig^:w|h ? ^n<^ the ^fe^^ii.^jP goods wrd- ■ 
services to be; offered to their customers The^disuncdoW b^twee^ni^ 
f M^ul&tj^^ be;, clear' cuti managirig transactions, 

intermediates pftfen, ;transforin products to^add valuer trianspordng, stcgin|^ 
;^ck^h|^;^^niibffip prep^ng &f M|yL;iise; and adding info^ guar- 
an ties. Conversely, manuf^ marketrmaki ng activities,, ittter- 

;mfcdi£ting^Bf tween s^e^i^f^wi^ma^l^S^ jj^c^uS coi^^)S#i^i,ilKd J^crs pip. 


Miny^eiet^ :f ■ 

. transaction pf : fip^>,Yet ffi^imaglvt jth^frBnffirf : - tt 
actions ^e,^ ; 
stitaicm£-Jus^ ^ ^ 

^$tibli^m^ "[' ' 

jtibn to buyers and ^seJleiis. ? ^ that are tspresen t ? 

detfcnnin'£tin^fe 4, ;?; c 

''$fem$ni$ infeimediaries provide iiquidity or ' Ummediac^* *4d|, stand- '* f v 

ingreacty to b^y<a^vse% J :;. 

tutiity costs :dE&dihg^&&jers^ intermediaries- coordin ate tran^afefibns; byimatefew^ t > 
makihg ;arid Merin^ ^nj^c^^ ff 

jftfrpptj^^ an$ pi^yiHfe ^arantifes^ '4- ^ 

fdr product quality. When the actions of buyers or sellers are p^dy^ BS #tenC ; ' ' " " 
interm^i^es pr^de^ coiitracung sendees:. 7 ' '/* ' 'I "J 

*3ihe niam^nirietifan^ of market; dntf i^eA^fe^; tp - •* ; ' 

tlie m^^/that is, pricing to match* purchases to sale-s^ Wivv Gmcial; prifce^tih^ ; ; 
aetivijy^provid&s an^xpto 
arfe; in^te^ 

intennediadbn have not been given the atteridbn they desei^e. 
TKe.pur;p^ 

by firms as intermediaries, I begin bythighiighting tte 

^rttisV^t^^^ comprises over a quartet econ- 

omy! Then, drawing on mpdbls bf market mieroStructure and financial inte rnu£. 
diaupii • j 'fpcus* aitte pri fojj r ' of ,the most ,im^ 

medikries: setting prices and ctearing markets; providing liquidity and imniediacy; 
coordinating biiyers ajad sellers; and guar^teeing quality and mbmtbring petfpi- 
haancc. I aJso consider the significant implications of economic and financial mod^ 
els of intermediation for microecoriomfc^ 


Intermediation in the U.S. Eco^ 


In thinking about the role of intermediaries in an economy, it is an^^c^ly 
useful to recpgnize three types of agents: consumers, markefctaking firms and, 


lire 


ma^ 

as. giyens. Ih.contrast, ;*SS^fet?«i^^ 

erate markets; Market^ only ^rie^a^f ®ri^ but al^ p^r 

markcMristM^ pptibns/futures anr* 

other fi^ tiansactipns bet>yeM ^^nprs, M^eeny 

market-taking finr^, fe^eln consumers antf :^ between* 
ptiierin tented 

gppds ;4emafided r :^d^ from mtenBediiaiies in return^oi! in#ufe : ^ 

supplied Similarly maftet-taking; firms receive re^nue^ffwi ^ntf^eapip;in;;, 
, return for goods; ^ppj^ |md miajke intcii^ediiaries in return : 

5the I^iiliajr — ■■ ; ■ 

These btennediaries f for m^ 

in;&e<lLS : ec^ since afcrecjuires estir ' 

mating the contribution of market^making^ acti^e<i?t^^ m#ctp^ii|e 
' -ms®*^^ ti^sportat&n^or Public utili- 

ties; But as; a rough estimate of shares of^ d^Tmij^t ^pS 

>i£h^ ' 

sale trade {6;& percent), -foa^ (7.^^rcent), ^ii^m^%^i#^" 

: '^ryi^s and; p^r'^n^es^ ^19; p^cent)r,; On thfa^pnrer^ assuming^ 

that 

W6ul$^ 

some broad measures of -these in termediaq^ industrte^ 
/useful to sp^ify ffip^ -'clo^"^ 

diadon activiUes^A out ■ [ ' -y;- 

tetailers inchicie supei^ discduht stores; department stores, general; 
merchandise stores, specialty apparel stores, \w^hptise clute, d^g s^e^ cdnv^ 
nience sto|£i£n&^ Spme^l durably 

and some sell both. The retail sectpr ^rftnnmi l&m$4. *$$ ^ 

function* iKludihg. pn^gi niaricetirig> inventory holciingi selection of supplier^ 
setting bid prices offered to suppliers, quality c^^cationi arid mMagement of 
tr^^tipr)^ 

tronic Data Interchange (EDI) with their suppliers; wh^ 

speed in e^chang^gr^ata on sales, inventory and marketing; as?wcfll as expeclitmgr 
billing ajid inyoi<wg. Retailers are generating improved data through bar xpcling 
i6f rherchandi scanners, and computerized inventory necking and 

reordering. This increases infonhatibn about ;^es and allc^ !a ; rapidjres to 
chaiigihg market conditions; 

Wholesalers act as Intennediaries for transactions between businesses. Oke 
retailers, they distribute goods, manage inventories, communicate price and prod- 1 
ucUnfbrmati 


1 An indusutfs general product by origin (GPO) qr value added equals ita gross output (sales or receipts 
and other^operaung :;income ;plus inventory change) minus ite;;inter^ediatc inputs (consumption of< 
goods and services' purchased froih other industries or im potted)^ 


1$8 faumdfyc^^ 


Intennediation Economy 



Retail Trade 
^ofes^e Trade" 
Finance, Insur^ce 1 ' 

J^le^.i^d^SemcesI 
Total 

$220; » 

. . \933«96 . 
6,51% 

1-89% 

- : 

il,066,358 

■ ■ ' <4&243f J 


*^r#Sui^ \ "X- .V , 

Exdudes norifcumjhousm^ estate} '.. , • ' ■ . - :: ; s . . ... - 


;s^rjti Jo^ 

the U S; iSeparl^at bf tfoiiMet0$ (1^4) ^^tfidl: Qtitiiffi . -y , 

^crea^Jb^'^p^de ; vr Slftl^i^P -^mjcgsr Wjeh'.as paekagjhgi labeling, b^.,c^&^^,.cS- s 
electronic data: interchange, pixiduct ^t^^clain^; ^^ntd^> rontrols^Md* JEas^v,: ;: ,/, 
deliver^ . ' . ; : ... . ,., . • . ;' ■ , : ■ :V ; vv : -^..^;.-^.. 

About^ttpercent ^F firms in tile ^-y, ~ : 

Their businesses splitiabout 50-50 be Ween dju^Ste fjijfl! nondi^ gj^^J^ ^ 
6&er 40 perce^ wholesale sector is split bebveenranunife^ inter- 

mediadoa aiTangementSv The m impor^t of th ar- • 

r^gementis iTOlud^jdir^ (retail chain stores^ 

warehouse clubs, discount stores arid hqmec<^ 

m^ufacturem user ^ industrial users $tJ& 

0epartment;oftDommer^ pU38 .2)? \^ote^ers^^^ 
sales br^nch^ brokers^d commi&iori merchants; 

Financial intermediaries;perf6rm a wde arr^^fise pncXng-of' 
some financial assets; j^p^ingtliquidil^ allo^tmg risk, allocating financial assets 

* While many people can name retailei?^ Uie largest whblesalers are less well ?lui6wrii The 10 largest 
wholesalers' in 1994 were Supervalu, Fleming, McKesson; Sysco, Ajcb iStan'dardi %rgcn['B^n^g,,t^-s 
din^ Health, Foxift 

^Measuring the wholesale tj^de industry can be difficult As ndted by US. * Industrial' Outlook / U;S; 
Departrherit'of Commerce, JJ994,; p. 38.2)., retail sales to jndus^are^nc* Jonger included in the Census 
Bureau's sales totals for wholesale cstablishmcn is. However, manufacturer8 ! sales branches, agents, ibro^- 
kcrsand conutiission merchants, continue to be included in the CDP figures. It quotes an m • 
for. 1992 in which total wholesale was divided as follows: '4|£ percent through merchant 1 wholesaler^ 
7 percent tlirough agents, brokers and commission mercto channels; 
and manufacturers* sales bitches distributed 23 percent Clearly, some of the wholesalerV 
activities are bejpg carried qutfty and are reflected in value addedpf the retail trade; Alsoy some 

•of the strategic alliances between retailers and .-manufacturers appear to reflect increased wholesaling 
responsibilities for manufacturers; which snow as a contribution to manufacturing value added. 


Market Mcrmtm&ureandjn 


over time, combining^ 'the tr^^uprt costs ^:div£r^ 

plying infonn^d^a yFpa^^0t^M^p^to^ tnsStutionsv mieene# 

late between borrowers-andjl^i^rs; ;$»e ^^t^^: uit^sgto fo^s^aiid; 3|p<^ ts; 
^f^erifog^^^ Aeir repayment ^ifpr- ' 

mance. ifecuriti^ |^Y*3S3£^ 
%es:m^ 

^change^andsupplyjh mar^ge 
ti^^ctipnsi allo^te risk and mtermediate between invesbrs^and buyent^ 
ance contracts, ^ 
Fiiiai% many busmess services can be classified ^htei^^^a^ mcludkig . 

yites and cpm^^^ The gross- sales in these particular ^reas 

amount to abpMthalf pfil^m^ ^rvicesi T$w is the for ^ 
that^ value addedtofcbusiness 

services;, o&ap^^ . , K 

Some activides ln^ the retail and Wfiolesaie sector may be closer to produce 
tipn than to intermediatipn., Gpriyerselyi infermejdfa are present 

thatjcan fee difficult to: dbc^rn in aggregate data on the vmanuiacturm z0r 
culture, mining, co?Strt^^ ^ft^ 
feturei^ d<^ expencl a Sui^kritiaL 6 
■ l^rsonnel jrejcMW^ i£<&n$9^ 
%ti^etfae£dun^ 

Wf$$!$gmM& aggreg^ ■ 
jiioyees, total eos^ invenk>nesvand:ree^^ 

aMed % the retail, wtplesde, marlceting, and sales activities carried out 
?m£ernaiiy by manuifacturers. -Many of the corhpariies in marm^ mining; 
com utilities sectors are vertitaUy^^^ 

These icompanies: carry put! many mfermejdUatiOTi fiinctiSns that are^ .JU^iAt 
W x^tiiiSy hbm mmpmf 'data*, including; pricings marRefingi inventory 
management arid orderm^ Tim shbrtcpming in;th$ m^nuS^c r 

turing data reflects the traditional economics perspective that the fum is *a 
.m^ufacturer and^at ^ by art exogenous- 

price system. 

in :additi6it, m^i^cturers have ^ij^if^ht finance and personnel require- 
ments. They devote effort to raising capital'on financial markets, cpnuiiimicito 
with investors arid %umg debt arid equity. li^ufactucers also invest in hiiing per- 
sonnel, learning about^ arid nianaprig. the eiBpioy^erit relation- 
ship; Such labor market activities are explicitly recognized contributions to GDPas; 
part of business ;semces ; wheri/Uifey' : are outsourced to temppf^ help firms. 

4 Such services made up $1,264 trillion in \^ue addcd. or 20 percent 6f GDP, in 1993; It U^ifficult 
deterniine the extent toV which services represent inlerniediatiori .^acMUc^.^or-eican^plCf Hue to dtffc 
limitations, I choose to exclude accounting ser^ces even ^though some of these ^ryicwrdre directed t<>; 
information .gathering by firms for provision of information, to the financial markets. Also, I exclude 
legal seryices;cycn Uiough tKere are jsorac legal aspects w intermedjaUon; particul^ 
tracts with customers' and suppliers. 


140 Joiirridl ^:Epdm^c ; ^^0^. 


Similarrc^ - 
^rtation^^ 
dmtdy cprppraUpil \rf 

- ing, but ■> f 
. .;and;pn;ciiig.; Iaconsu~uGti^ such as;Fjta<^t ;(Mra^t^ KH^n -Ijrj. sp£s) v. ' £ ,^ 

faci as a general coiiti^c tor ^ jcoofdinating a segment of the market for. a variet^ ^E ; : 
eohstoctipiv siei^ices. large; transportation companies, such as the UrixtM Parcel. 

between customers; mailing; packages and tranjspbmtton suppliers. The v tro^ng 

■ companyj.B. Hjum^ i, • - 

\ uUIififesv such as &mm^ Edispiiv pfig^ and retail ' , : - : -/ \ - 

■ ppwer/ma^kets, cpnfcaefiilg wi th -suppiiers.dMi6l ;an| r^if|$^^ : , i. .. 

in diistiial custo ers; ; • ' .7 -C ^ 1 ? ■ ?■ ' t ^ 

Ihus, companies comfiirie manm^etur^^ pergKan£^^ * - >, v 1^ 

tti^ (Stt^pii^. fttit suclv tratis- 1 Xi" :ii 

actions is mostly, and these costs<woiild nq^ % ^nm^d in y^ji^en^df )' '^^ ;v 

SP'on^^ "4 ■ tV? 

- as ihose given here, it is possible to gather a ra^^ cpntjnBudon 'i'". ^ 

... ^^Jittt^rm ■■' ■ : - : f'ZS"4^ 

i dnt utdieatc^;:b£ m ^}i'f*fH 
. milHon matiufaa not classified as producB6il : ^orke^Tnlese;. J7^f 1- 

. indude salts, delivery^ adyertisihg, cred^jn^ ; 
utivei purcli^ing, {financing, legale personnel, factory ,sup^ir\isoi^ (aW line- •: 
supervisor leveij arfdfcprl^ 
dUiptipii ei^ppyees;^ 

and advertising; others;^ i|;n^tVevid€^; how to relate this^hfbrmaBpn^ 

#lue added by manufacturing, although it i$/lui0wn:.&at:&e^t6td manufac^ 1 
payroll (of $529 l>jjliqn)^ is splits employees 
'($263 billion) and the wages of production workers ($266 biilioh) 

•A second clue is that |^e prop6rtipn; of nonpfpductipn employees varies com 
siderably across, and within industry groups. -While the overall number of hpnprjde 
duction workers; in ipod prbdue^is 27 percent, ft is very hjigh/in those 

categories of food that have considerable marketing activities. For example :thg; 
propdrtion of en^ activities is 62 percent in bo tded , and- 

canned soft drinks, 43 percent in flavoring extracts and syr\ips, ; 35; percent in 
corn milling, and M;ptrttx\t in pbtato chip^artd similar snacks. Printing and pub^. 
lishing has 47 percent of its emplpyeesJin nPn production,: reflecting marketings 
management and editorial actiyi ties.; Primary product industries that might be ex- 
pected to engage in relatively less marketing and purchasing have a lower share of 

''The Census Burcati does not collect data dn;Uie;relaih?driuhibers of thtsem'onpi^ucUon employees.. 
This also includes employees .engaged in ; pn-site construction. See U;S. Bureau of the Census (f99iji, 
Annual SuwcyofM^ Storisti&fbr iMusby 'GmipSihnd Industries. 


employees notm^ 16 percent 6f;emp 

artia '^opd produce are not production workers. 

interniediadon activities in diese sector s $o*M be a; lehthoB dieir yaiue^cleci 
^d^^fi^e to dieexpiicu , 
that-imeOTedia^^^ \ 

The pi:ecediog discussion emphasizes the significance arid difeM^ §f 

id^reiit from prodixction4)ased model- of the heocl^ica firm, but .they; £an 
be addressed -using mode^^ Mance and: industrial Organization. To examine 
^6|mplica&tts of Inte^ediation ;fo#ecom>mi^^^ 

activiues; fttb four b^ cover pricing, im^eritory holding,, coords 



Mm dp pneesja^ust tp xlear ^kets? In the perfectly GpmpetMye market 
- in^e^^cou^^ 

at least some power overf^ variety praetors such as;.pr^^ ) 

' entiaupr^u^nspom ' 
to entry i^d inepmp irn^^iatiprv about prices; 

However; settmg prices can be costly. Gpm parties need to gather demstnd or 
supply infpnMtion and mcmW t0 Perform cqiiv- 

•putadbns to determine the >|>r^ 

prices to itheir custpmejre and suppliensi In many industries; companies may mtnr 
^mehu tosts ;? in changing; prices by printing tiew catalogs pi* M?VHr%; price lists. 
JPirice rigidities are obsej&e^ ^krifon,>^ 
1986) i which also suggests that changing prices is £$sdy ; (Ba^, ; ^|2^ 
When^pn^ 

and sellers^ but they also coordinate their tran^ctiphs torqu^^ 

traditional supply and demand model can be applieddo; unders^ding the tharket 

■clearing actions of iriteiroediaries. 

Consider a retail or wholesale intermediary dial has market power in both its 
customer and supplier markets. For example, die Biro may be the primary pu# 
chaser and T^seller of a differentiated product. Thus, the jntermedi^;has^pme 
power-to set bpdi bid and ask prices for its product and make profits from the 
markup between die twot 

Figure 1 illustrates the -sUuatipn of an in termediary with this kind of market 
power. The demand curve represen ts die residual demand of the firm's customers. 

*$tahl (1988) exainines competitive ''market making 1 ' by pncc^ettiiig fimis as the Nash equilibrium of 
a tw>*tage gamie; 


Tm^sup^ 

• ■ are will ing i& pro vidfe at vartbus factor jtfic^.The; fi rS;#i^ '* r * 

v ^ : i^xg;%y--a^ Its best estrnme <o^ and ^rrtafidt ^ 

- ■ funeiipns. There is a bid price to th a lis q^fcrad Co' seUei^aiid)a^i ask price ptftat - ".':->:." 
' B proposed tip buyers. The sellers * supply >ftmction 5& arid,;ffie;Sl^er^ des;.:'; , 
; '- mand; k Dify) . "• ' \ 

'The; prdfrfcn^ firm sejb prices to &qvzt&.it&m$^fii& ]f ewrag p its) ^ 

inargihal factor cosfc The p^ prices are zv^ artd^j^, and' 

^ is the anient ;tr|id$cL The. int<ermediar^s: profit & tlie reetartgte in ®g^M*e t 
whpse ar^ea equals ^ lit equ 

prices: to, eleajhdie ^ Mff)^ the^lJ>an©xiy ^rj^s^t^^fe 

tJie Walrasiaii price p , an d output is below the Wa autpujt^ The bid-ailc 

•spread depends ph the ^iastici ty of supply and demand* £h:eV<&ffipm^ 
eosb ; and^Ure alternatives, availaBle to buyers and seller^ 

How do firms a^iisK prices to clear markets? In markets Where there^are inter- 
mediaries with market power; die simple framework depicted in Figure I provides 
an answer; tile firm will adjust both its buy and sel I prices i n respoii se to changes 
in supply or demand; Suppose lor example that the finii observes avrisdin demand 
that shifts the demand curve to the fight; The fi rih geheraHyinCTeases tl^e^sefl-price 
to ration ::- demand and increases the buy price to encourage supply; Thiis; the in- 
termediary adjusts prices so that the marketclears ata high-er output 

Providing Liquidity and Immediacy 

In addition to price setting, ituerincdianes hold inven tories: of goods on hand' 
and stand ready to .sell tp customers, and hold cash on. hand and stand ready Lp 


buy from suppliers: :THis ^ doubly MwM&i: . 

in Which a buyer arid /atelier need to want to tr^^ 

dim TWs funcuon is f^ili^Mse^ financial interTdediOTes 

pro^ to buy and; sell stx^ In fetal) ah| wholesale 

^rnar ke is ^ ^^(i,t^ i"i^e di^^^s pMoiwd sirtnlar Immediacy services by standing t^dftq 
^ ancLsell commodities. The ^pstvofjcan^ng ir^ntq^s^esrt^ create a bufc 
ask spread. The dyn^ic; path #pritesr responds to the intermedin 

^invM^es ^fip K?:!]^ - tp- cfe^-iiia^kcts, smooth the patterns ^ d^a^ 
: ^dsujpp% H risks of exchange, Qj*a^^ 

layers an^ 

pakers, iinns allocategoods and services^oss b^rs pji adjust purchases £fom 
customers. . - 

l^quM^ It 
In securities markets, intermediaries like ^oeO^ciato^ s«^th the ;pattem; 
of exchange, oreating: market liquidity by holding inventories^ pemsetz; mm 
p p, 55-36) investigates \the effects oJf trading yplumevgn tran^ctipri costs latf the : 

\ i^'lferk Storjk; Exch^ige (NVSiE) arid observes: 

i irnme^ac^ 

*■ ii^^ 

; " ori the iftSEare compensated 6rjman^hg:<^to 
ready to carry out Utiles on their ovm account: . ^ ;,. 

^ basic model in, %ur& 1 can. be used to; study a dealership market^ 
securides; In a model due W Carman (1976) , buy and seil orde® 
tte rates at Which orde^^ dem^d arid supply 

IracupM that depend on the ask and bid prices. The- firm; wth,^k& po^r 
ma^mizes^xp^ the restriction diat thezstodc 

uwentpry does not (Mil upward or downward, which means ;diat;the rr^^t de^? ? 
at each date. 

Since; profits and inventories of the stock follow random walks^ : ^^tertn^ 
diary with finite inventories will almost certainly go Bankrupt at some prjint; 

7 Carlton (1991) observcs^that, with random demand, there are\fcdsts,l0 /using the piic^ s)«iem t smce a 
price that is too high will reduce sales and result in excess inventories, while a price : ^ iwll ,, 

require rationing customers and foregoing sales, lie suggests U^at many firms use npnpnce ntoiifyg 
meUiods aiid that 41 finns and organized markets are competitors in prwiucudrf *aUocadons ,f • (p: 257). 
Carlton notes that rationing the firms customers.essentially allocates products across ^ 
He concludes that "one reason for a finn's.existcncc is to facilitate trade amorigfits cmtomers;* (p. 258)f 
K Baum6i (1965) examines market makers and stability in the stc<k market -StoU (1985) surveys aiter- 
native views of financial market making, examining the market makers auctioneer, price stob»luer >; 
inforinauon processor and supplier of immediacy. He observes that bnly the latter two roles are based 
on vrnaximbtirtg behavior' by the market maker. , . ■ ^ , 

*On die determinants of the bid-ask spread,, the interested, reader might begin with West and Tihic* 
• (1971K Tinic (1.9.72)', Benston and Hagerman ( 1 974) ,,Logue (1 975),, Stoll ( 1^7^b)^ : Ho and Stoll (1980*; 
1981) andiCohcn, Maier/Schwartz ^ and Whitcomb (1981). 


v Hc^veri^rmaiik (1976) avoids this issu£ by-#n^ide^iig ih;c case where^teiiatfciv^i ; : . 
■ : m^^;S^;inHnife i nyen tories of boiJi cash and Stdcfe.^ 
and Su)Il (I978ti) extend GaonM's^Ht ^' :i rft$cle3^^ 'if '.W; 

dealer feeing; ^pdhasHc dejiiand^ari^ supply; |i| |j<i l&n<0 St||jl ^ : ' ! . ?f : ^ |f " 
;(19SI); for example^ilie^ even tual r itorask spread reflects the elasticity; of dernari& 
&*#su^ ijvd3eoiib%^ 
tends to increase longer is dk de^Ie^ ; , . 

prbvides;tfe^^ ppp6rtunides;foK ao^ustmen%but 

dgaler^ greater compensation Md yrtd^irig didbid-ask spr^ad, 

Iii^OTecliaries; provide immediacy by holding; inventoried an# eph; Fn^ 
Siting: intermediaries will adjust prices to fnaintaihvin^ J^r^xample^idie 
irUennediary mightchoose to reduce inventories eitheriby increasing the a^f^CC' 
; above (he level shown in Figure I, thus reducing consuirnef delnahd; or by raising 
vthe -bid^pric^ shown in the figure, thus bringing forUi additional supplies: In Ms 
way, the bid and ask prices will vary depending oh i n yen tpry levels; ob^ after 
demand and supply are realized, Figure 2 shqws-ihe price spread widi purchases & 
exceeding sales (?. Amihud and Mendelsan (1980) consider a specialist whp adjusts 
prices based on inventory levels to maximize ayerags profit per uriit of tirne* 

In financial markets, the market maker must deal with informed and unin- 
formed traders. The informed traders may have be tier inforhiadoh than the inter- 
mediary about the value of die asset, Thus, the informed traders may, kiiow tbat die 
•value of the asset is above the ask price or below the bid price. In this ease, trading 
With infoniied traders results in iosses, for the ihtennediary. Uninformed traders 
;tfade fob 1 iq ul diiy and purchase at the ask price or sell at die bid pricc/depchdiiig 
upon their estimates of die asset value of 'liquidity requirements. The intermediary 
sets bid and ask prices to recover losses from trades wi th informed ageri ts through 


trades w% unihfbHTied: agent* tQopPmid^^ and MgpTn> 


Immediacy in Product Markets 

Firms in product markets 5 provide analogous: niar^et-inakmjj service*; 
©lower Le^onrkilVud UQW) observe that ih^rtfeediaries provide "avaife 
tajbill ty ' ;<sT product^ They note that since consumers and:firms ^e^ed,^ns- 
Action eo^ts, the^ produce &f-;$$\\ at discrete tune int^rva% v&icrkean create 
l^dSle^ 

-to provide imniediaey or availability to feiyers aiul seller^. This hapgen^oift, 
vwH^fi iefiaifers: and whdiesaiersv purchase goods: from ;#ppli$# apl M3tt;tB| ; „ 
iri^entoriesineede^ ^rMi&gtu^rs keep irtyentories, 

pf parts on hand arid create product inventories. Just-ii^time :in^ntbry- 
management is a means of pipviding ihnii^diaey w lowering inventory! 

cpstsV , , ., x 

Byholding inventories, finns acUngas iriterm^ the risk df markefc 

^^gtiSns when ^ demand fluctuates random Iy ;< Retail and wh^le^e : i^n^# 
aries diversify by purchasing and reselling a Of produttsv thm r^l^su|H 

^ier risk, (Urn, 1981). Manufacturers^ and wholesalers; ^etixM .'j^ W^M-.^r. 
^Mt^mrzn^mcn^ with retailers pool iriyen tones in central warehouses to 

. ^ootfr put differences in demand across stores (Spulber, I9M. 10 %^errp^' 
chains achieve imppi^h^ 

. :individu^ stores. - ; , v ^x 


Matching mdSearchmg 

Market intennediaries cc<^ iwid filers; .^feters^. 

;including retailers, wholesalers, used car dealers and energy marketers^purehase 
and rfcseil goods. Brokers— including travel agents, real estate agents, ksur^ce 
agen ts and stock brpkers— r3roride coor^ 

■gdods^ ^ljTtermediaries improve the welfare pf c^sumeri arid suppUers.by reduc- 
ing or diminaung the uncertainty associated with making a sadsfactory match. In- 
termediaries also add to the number of potential trad thereby irifereas- 
ing the likelihood^ of encountering a fading partner and reducing search costs. 
Transactions with recognized centralized in teiroedi^ 

search; and bargaining, so that customers and suppliers avoid the costs Of decen- 
tralized search . 

10 Xlie memiki firms of the National Association of Service Merchandising provide, a large proportion, 
oKtheir product on a lis k-* baring basis, , , v 

" Real estate brokers set housing prices in Ymger (1981). In his mode), brokers: fix^comrms^onii,and' 
irtvesi in search for buyers and sellers of houses; YingcrVmodel explains: the vaJuc;6f:5harcdvlbdn^suc1v 
•as' .the Multiple Listings Service. 
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Matdnng 

'Ihtfci^ clecait^ued ^change,, in^ 

ens arid suppliefrs^eek each other outand n^otikie prkfe&rto and 
Wolinskyv;1987;B Ha^rty,1987; ig92;%nelle, 1^8%<3eitir^ 

1993) . Siomedm&s bddi forms of exchange exist side by side. For cxajilpfey 
ganized used car m aidecentrak 
\zed marketf in which, bixyers aiid sellers meet infonnaliyi often through n^p^per 
advertising; What are dve advantages of tratsactin ^i, intermediary? ~ '\ 

Consider first the matching market. Consumers have divet^ l^vels dfewUfinj& 
#ess ^ Mcpns^ 
pliers are jpntatchejci ^^nily, in a highly decentralized fashion* ^ terms ^ftfe 
exchange become uncertain, arid the risk 6f npt v ^ 

%he«ffepn>)^eYs and s^plier^bai^in direcdy, the buyerlhas an u^ienti^ to ^> 
'deists and y the>seller to Pye^^ 

iihfbrmaU pay and opportunity; mm^^^^^^cM^s^f^ 

$pns in: the; amount traded or even the breakdown; of .Sajd^lrtl 
eJimhmtef tfiis uhe&tain^ and asfepriees; ari#&us^n%^an ad^t%e 

oyer ^decentralized matching market. 
Buyers and 

;pric£ and the risky option of the decentrgized market; ^h:rij| (1993). mp$^dns 
choice and shows die profitability of intermediation. The resulted 
^sing^he supply and demand femework lh ^ Figure ly^pj^se; :;ffi&g&ch consumer 
purchases at most php unit ^ of the gpdd, and suppliers^] I at most ,dri^-^W|i^^^ 
die market demand and supply functions represent die distributipn of buyer: 
wiliingriess~to-pay levels and opportunity costs,; respectively; The iriteiroedia^ 
chooses a pro fi t-m ax i m izing bid-ask<sprea<i giveri, the valued to buyers ^d s^llers^ 
the matching market option. At the market ecjuiiibrium, ; consumers with a \^lMg^ 
n<e,ss to pay abpve a cri deal : level (greater than die ask 4>nc<^: purchase frpm ; the; 
intermediary: Suppliers yyith opportunity costs below* a^ctidcal level |less^^ dte 
bid price) sell to die intermediary. Consumers arid suppliers ^ between 
these two critical levels to 

Brokered exchange differs from trade-between a buyer and seller inja subtle 
way. In direct trade, the buyer's payment must equal the seller's, receipt, whfcfc, 
constrains the possibilities for bargaining. A broker introduces many other ppfcsft 
-biliubs for bargaining since the broker caiv effectiyely tax or subsidize the transact 
don. By "taxing" the transaction,* a broker can capture ,sPm& ;pf the gmns; from 
trade by improving the chance that trade takes place (Myerspn andjSatterdiwaite^ 
1983; Spulber, 1989; Mopkherjee and Reichelstein, 1992). The ibroker designs a 
trading rule that elicits offers from the buyer arid se lifer;, and earns ^return 'by 
creating a spread between the buyer payments and the. seller receipts. 

Searching 

When consumers search for a product, they face costs of travel atrid "costs of 
learning abou t prices an d coin pari ng product features; When suppliers search for 
a Willing buyer, tiiey incur costs of travel and of cpmmunicati ng information about 


Market ffiifysimM^ 


their products. ft» noted; earlier, m^ied^ies, reduce tran^ifen costs- by mm. 
^izihg -exc^nge^ ; ; y 

Hc^ever^i^ consumers and suppliers 

coritinue to incur searchcpsts from visiting multiple ihtermedi^es. SpuJbgr (1995) 
models a search market with niany inteniiedWies, Consumers and suppUerssdi^ 
§Qin\t future net benefits, so dtat die time spent searching is cosdy. As before,, 
^mumei^haye drverse wihirigne^ suppliers; have diiBferent op 

l&rturi^ 

iSnnsriset both bid:ahd ask prices, -a$ in Figure lv Consumers search, aeross^ftrms i<> 
^fctifi- ^ lower a&;priee and suppliers search; across firms to obtain » Si 
\0fc&t6$ a rcssilfcgT heterogeneify search, the market equUIbriujn isja 

.^ll^utidn of : b%prices:and adisuibudpri of ^prices. The d^^^mgg§^^^,l 
^oi^ ancV^uppiier$, ^aere a h%her rate c^di^^ig 

fevers the number of active consumers; and suppliersj and raises ^^flte r :nm|^ ^/ 
active firnis. The intuition behind this resultii^ 

#e? cost of time<onsiiming search for consumers and v sujpplier^. This Mo^fii||^ 
to raise ask prices and lower bid prices, since consumers and suppliers; are^vnllingj 
tppa^ thusr^sih^ 
%fer^s.TO 

the discount rate^ determines the ; cosU of search, M. ih&&^mt^:f^m 
'i&mM? 'epsfeipFseMb are eliminated j/which 

iize Of the bid-ask spread and transaction ^psts. In sucti: at mbdelv the ^a^an ; 
ecjuilibrium isi the limiting case of an intermediated- .market ;a$:;ton$ae#p^ 
^min^h (Spulfer^^ aftd>fffiftffi&^ 

idealcase dVat is consistent with an underlying market with search costs and ; ^<fc 
settingfirms. 

Guaranteeing and Monitoring 

Bikers and sellers usually have asymmetric infonnation. Sellers do, not know 
customer characteristics, and buyers are uncertain about product:^ 
mediaries can help to fill this gap by collecting and supplying informaiion tQ their 
'customers and suppliers, ofteii bundled With products iuid Otherlservifees, Retailer^> 
describe product charactcrisucs to their customers. Wliolesalerrrepprt on mafH^t 
demand and customer requirements to their suppliers. Consolidating transactions 
through in termediaries can yield returns to scale in producing arid di^buUn^ tife 
;mformatipn. Intermediaries can capture gains from trade drat would be lost due! 
to information asymmetries* 

Lemons and Guaranties 

Product characteristics frequendy are difficult for consumers to observe: con- 
sumers are uncertain about the efficacy of pharmaceuticals, the durability of ap- 
pliances and die quality of automobiles. If consumers are less informed than 
pliers about product quality, the market can fail to exist as bad suppliers drive out 
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gbod. ln-M well-known *Mcmons v ' mpdelii^ 4$m 

out high^nality used cars; since <^suiii#s^re only willing 4tOJ pay an %verag# ; 
t>me to* ears pfunknown quality, and only, sellers pflovv^j uali jia<Je v afe 
■ that price. ^ . ; 

The market for lemons fails to realize potential galas from f #a Gu^tomers> 
would' be; willing to pay for a good car if they could observe its quality. An inter- 
fme^^ean; capture some of these, foreg0ne returns by cerd^ii^ ^^^i^Sftfe^ 
product! Biglaiser (1993) shows that ii^^ intennediary^tnto a 

•r V 'incentive to invest in moiiitorihg quality than does an ip dividual buyer, since die 

Si- mMM^^tyh^ 

> ligher^quality suppliers from Aose with ipw<er quality. In addition, die intermedin 
ary*s uicentive to report accurately the. quality of goods stems from the returns to 
•i feuilding a-gpod reputation, These ie turns caii;be greater ffer%te^^ 

;t$e^ suppliers? 
,•• whether tp; transact^directly with each other pi to buy and sell tlirough the inter? 
. (. m^ar%; iti equilibrium all high-q uali ty goods are sold through fe^lie^i^i^^ 
.'4- ai >^ n^pstdiow^ualhy goods scM directly; tjo' buyers; As" a^result opthis separation, 
>; , te.mp.ns problem is alleviated at the intermediated market eq^lj^to- :| ; 
^ f A retail or wholesale inte|me;di^ offer many di^reni ^ prp4uc^;f^r sal^ 
:| : . r . and: eorisuniei s ; cah: rely ^oiv the reputation. of the interrrtediary wi^^ 

. investigate the m ai ry p rod u c t ; sii p p fie rs. Tjij particular, intefrnbdianes sei^as;^ 
■l y ,^^raritorsi x>£ ^the.pr^uct quality of their suppliers through warrarttfe^^ 

felfWM $$dh: Biglaiser; and Friedman'* (1993*). A:jrnajnifo nam<r0ft?eft F 
, >6pr ^e^ rinforinauori to c us tome rs who £lien ;do not need to know iguaifty 0 
cpinponents purchased by the manufacUireiv Siiice interrnedj^ 
Wis of two or more suppliers, ;their incentives to sell a lower quality good d|ffef 
from those of individual suppliers. The interrhediaiy t^ 

suffers a loss of reputation arid thus loses customers tor all other products, Inter-* 
mediation lowers the threshold prices that are required" tp :sim^ 
^production. 

Delegated Monitoring 

Monitoring the efforts of trading partners is cosUy, leading to moral hazarcj 
problems. It can be costly lor consumers to observe whether service providers, from 
auto mechanics to attorneys, are working in their interests, Intcntiediaries can earn 
returns through 4 'delegated monitoring,' ' by supervising suppliers for custom- 
ers. Iri building a house, a consumer hires a contractor, who subContifacts/vvitk 
^electricians, plumbers, masons and carpenters. The contractor takes-pn the trans- 
acti on costs of locating skilled tradespeople, writing contracts and monitoring their 
performance. The contractor gains skills at these tasks, thus lowering the costs of 
supervision. Specialized in tenne diaries thus reduce the problem of moral -hazard 
in markets. 

The role of the firm as a monitor of its own personnel is well known. For 
example, Alchiaii and Demsetz (1972) emphasized the role of the firm as a 


^residual rc^ ' <; the firm serves asa highly specialized 

isurrogate since the finn collects and - sells" information to eirnplp^^ % 

organizing ;tl>eir production activities. What I am cmph^iiing^ 
tefirm asbisamonitbroffe mtfingsure ^supj^ 

deliver* high^ualtty p^ requjnng distributors to improve customer 

sei^ee. ^ _ 

Financial inteme<Katioii <an proyide ec^ 
stoce lenders; delegate monitoring of borrowers to intemiedianes who dtvSSi|f : '' 
:risks.^ 2 n ouier%ordsf» monitoring <;psts%r<eates an ppportunity for intermediaries, 
^er^mtermediartes incur debtfeom lenders and in return make lb^#;i^cop' 
ere. The sutueture ^ more effective monitoring tnan 

would occur without intermediaries; As an example of thinking a0fongf^e#4i^i 
Diamond (1984) pflers a model in whieh bankruptcy pfenajues are incurred by^tne 
^borrower and are not ^transferred to the other paity in the tf^^iicm: "JM ™X&- 
;medi^hasa cd^d^t^in cpU^cdrig infp^ 

ers vwould duplicate their efforts if they were to monitor^irr^^ 
Also, the intermedin avoids ^fr^ ri&^ 
vtb monitor, since'th% rely on; the efforts of other ieridfers, I^nder|;$tifl^ 
i^M&S^MonjfiDLi^^^. must monitor E&wfever^ tMnte^ediar^ 

maintaW a ^ monitoring because the t^Wnis to-cei^ 

tr^ed mphitqi^gbf Borrow^ the 6osto£ delegation to dieShtei^^aip 


Conclusion 

Intermediaries^ by setting prices, purchasing and sales decisions^ managing 
inventories, supplying information and coordinating the un- 

derlying microstructure of most markets. The finance li terature Has: extensively ex- 
amined tlie market-making activities of stock market: specialists and other fin^dal 
ffitj^ejdi^fes/Becau» of its significant contribution to many nontinaneial jsectprs 
of the economy, economists should incorporate the: subject vpf intermediation 
vnihxn the basic framework of mainstream economics. In microeconomics,, inter- 
mediation; provides an explanation for how the market attains an equilibrium arid 
how the market adjusts to changes in demand and supply; Analysis of market mi- 
crostructure also has potential implications for macroeconomics. Pricfe rigidities 
due to menu costs and other factors and variation in inventories play a critical role 
in business cycles. Understanding the pricing actions and inventory adjustment 
Ibehavior 6f intermediaries thus may yield insights in business cycles. 

12 Boyd and Prescou (1986) allow i rite mediation by multiagent coalitions. Diamond (1984), WilUairisoh 
(1986) arid Krasa and Villamil (1992) , have single agents acting as financial, in lennedi^ 
.optimal incentive contracts' for borrowers and intermediaries. In these three models, borrowers observe 
( the realization of re turns to an investment project, but intermediaries and lenders Ho not. See also Chan 
(1983). 
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SihWlrite^ pr^d^oyer a^quarter ofvaiue added In the UMi 

:pmy, it should.be kcludedtaJdttg with prqdixctiqn in the thep^ ^Sie/fiTra. The 
'activities ollretail, wi^Jesaleand financial iiitemiediaries account for a friol$C^fJ^ 
nificant economic developments including, die rise of discount superstores 
msurt;,- ; ^M^:f ar^^t);,. the ^rriej^ence of ''category kiilers' ' ;§I%$lfe^^ 
pQk Circuit Gity)> upheavals and consolida tion in banking, atid the ^0y^!6^.^'' 
count brokerage. In addition, ne\y forms of intermediation are $burishirig 
ineludiri^mail orderand dectronic ^mmei^e^ 

increasingly qu^quxeing iiin^a6ns ( >creatiiig supplier and dis^Bato^net^W^^ m$ 
"yirtuar corporations. To die extent diat efebh^ 

served: itt^ thfy should reorient? dieir attention, to diinknitg a'fedutt ,;. 

; hqw :m^ ; ; : . 

The ntark^t^^ Irainxnvqrk raises fundamental pulbHc policy ques- 

tions. Among diese questioivsvis whedier or not th&m^et 

represents market failure, ft is clear dial the centrality of in termediation ^eti\4ty in 
flhfe market micrpstructure setting stands in fcqntrast v#th the ^^jphqus' M#k$g 
xlfeai-iiig ;a*sumfed in < fraditional economics, 
r#i#li^-pG>we.r- of .items' is^omediues/intei^feted^as -UmpfeWecj^ 
: ;ceve%Warket; niie^si^ctui%:m th$ ppim^that-pri^e 7 seWn'g^by 3$ 

■ the^way in which di£ matket-m^eharita 

■v is riot only cpnsKtQnt^di compel meansLBy. whi<^ ■:' 

<equ]Uibnuin ; bid-ask spread, which se.parates:'bu^et'v^M^^: |a Wfe^KI^. : 

;eo^is^ epnse^enee qf tran^Aion costs, a^mmetriciri^ 

to in termediaupn acdvi ties. Establishing the existence would still 

jr^ttfr&a. shq>ving of insurinquntable barriers to entry or some demonstration 0 
•improper behavior such as collusion. Therefore, price setting does riot provide 

gr%na^ 

Moreover, , the departure of output and prices from the Walr^ian equilibrium 
does not mean that there is a role for government in umproving the allocation of 
goods and semces;: tistablishing and operating markets is\cqstly ajnd/<^eufc and 
Uiere are many reasons: to believe Uiat the government would have ^substendaUy 
higher transaction costs if it attempted this task. Market mic^ 
does suggest that public policy sh 
over market allocation activities. Since iritemied^ 

die economy's value added, diere should not be taxes and other incentives that 
promote investment in manufacturing facilities over expendit^reijRor ^eating and 
bperatihg markets.. In addition, regulators should avoid price controls and Other 
restrictions that impair or attempt to supplant the functioning of private intermc^ 
diaries. Finally, policymakers should avoid die presumption that market vmaking 
and pricing activities indicate insufficient competition! Instead^ die^ activities are 
ways that firms intermediate economic transactions and make markets work. 

■ / thank Alan AuerbacK AhmKrueger, Carl Shapiro and Tirtwthy Tayto ffi 
merits that substantially iviproxmt the paper. Any mors aremyrespomibility. 
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Relationship marketing in electronic commerce 
environments 

ROBERT DAVIS, MARGO BUCHANAN-OLIVER 
and RODERICK BRODIE 

Department of Marketing, University of Auckland Private Bag 920 19 } Auckland, New Zealand 


The advent of electronic commerce is changing marketing practice. In particular the transformation of 
traditional intermediaries such as the retailer is occurring as a result of new computer-mediated relation- 
ships. This paper uses the setting of an interactive home-shopping supermarket to examine the changing 
role of the retailer in electronic commerce environments (ECEs). We build on our previous conceptual 
enquiry which proposed a conceptual model which posits that retailers in an ECE apply a trust-based 
approach to consumer marketing relationships. In this paper we provide additional literature and empirical 
evidence to support our proposition that the relationship between the retailer and their customers can be 
defined by the disconfirmation of two cognitive images of the on-line shopping experience, these being 
the expected virtual (service brand-created, cognitive image of experience) and actual real (service-pro cess- 
created, cognitive image of experience) images. This paper develops existing conceptualizations through new, 
confirmatory, interorganizational case data and consumer-oriented, qualitative, empirical evidence from focus 
groups that supports our proposition. 


Introduction 

The use of electronic commerce environments (ECEs) 
as a means of enacting transactions and relationships 
with customers is increasing exponentially. Recent 
statistical data supports this claim and it is predicted 
that, by the turn of the century, total revenue streams 
through ECEs, such as the Internet, will exceed 
SUS200 billion. To date, most forecasts of market 
potential have attributed this growth to developing ITs 
which have enabled more businesses to adopt elec- 
tronic commerce as a new channel for transactions as 
well as a dramatic growth in the number of customers 
enlisted in on-line commerce services (Crede, 1995; 
Hoffman and Novak; 1996). 

However, as marketers attempt to capture the 
projected market growth, their focus has shifted to 
understanding how such IT-enabled relationships are 
changing the organization and its external interactions 
(Cash and Konsynski, 1985; Malone et al. 3 1987; 
Markus and Robey, 1988; Konsynski and McFarlan, 
1991; Scott-Morton, 1991). Part of this enquiry 
focuses on the implications of this change on the selec- 
tion of appropriate strategies for electronic commerce 
relationships (Thirkell, 1997; Davis et al, 1999) and 
on the emerging role of digital intermediaries in the 
consumer transaction process (Fox, 1996; Hoffman 


and Novak, 1996; Sarkar et al> 1996; Alba et al, 1997; 
Burke, 1997). 

Investigation into the changing nature of channels 
in ECEs has never been more important as disinter- 
mediation drives closer links between the manufacturer 
and the consumer, fundamentally challenging the 
retailer to transform the value they create as an inter- 
mediary (Alba et al, 1997; Sahay et al, 1998). 
Therefore, the following is a key question echoed by 
marketing and IT researchers alike: 

What is the appropriate on-line marketing strategy 
to help define systems architectures that will build 
relationships and strengthen the motivation of 
consumers to electronic commerce service offerings? 

In our initial attempts to answer this question we 
discovered little theoretical or applied evidence, even 
though consumer-oriented, on-line shopping services 
such as PeaPod and Amazon.com have been operating 
for many years. We noted that some organizations have 
sought to overcome these gaps through the adoption 
of traditional approaches to services relationships that 
predominantiy rely on physical interaction. Many 
have not succeeded. While this approach seemed 
relatively pragmatic, they failed to understand that 
the new computer medium is characterized by funda- 
mentally different ways of communicating which are 
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dictated by the mediated experience of the ECE and 
by an inability for buyer and seller to interact directly 
and physically. 

Consequently, some researchers have begun to 
explore the experiential image in the consumer's mind 
in the ECE (Blattberg and Deighton, 1991; Hoffman 
and Novak, 1996), while others have investigated the 
role of symbolic cognitive constructs such as the brand 
in related service environments (Berthon et al, 1996; 
Padgett and Allen, 1997; Philport and Arbittier, 1997; 
Dall'Olmo Riley and De Chernatony, 1997). To date, 
however, the literature paints a fragmented and incom- 
plete view, particularly of the role of service brands in 
electronic commerce market-ing relationships. Further 
research was seen to be required. 

In response, an initial examination was carried out 
by the authors into the relationship marketing strategy 
between retailer and consumer and into the role 
of brands (Davis et al, 1999). We posited that the 
consumer's experience of shopping on-line was denned 
by the image of the experience in the consumer's mind 
created through their interaction with the service brand 
and associated IT processes. However, one limitation 
of the research was that it represented a consumer- 
oriented view of the communication process but was 
supported only through evidence from executive inter- 
views from organizations involved with the service. 
Therefore, in this paper, we develop these initial 
conceptual developments further through new confir- 
matory qualitative data from interorganizational case 
studies and consumer focus groups, which support our 
propositions. 

The paper proceeds as follows. In the first section 
the literature is revisited to build on the conceptual 
foundations of the research and propositions. In the 
next section the methodology is described. We then 
provide evidence to support our conceptual argument 
by analysing transcriptions from in-depth interviews 
with executives and consumer focus groups. Finally, 
we draw a series of implications arising from this 
analysis. 

Conceptual foundations 

In our previous research we posited that interactions 
in the relationship between retailer and consumer in 
electronic commerce shopping environments is real- 
virtual (Davis et al> 1999). This relationship is denned 
by the disconfirmation of the expected virtual (service 
brand-related) and the actual real (service process- 
related) phenomenological experiences of shopping 
on-line (Castells, 1996; Hoffman and Novak, 1996). 
This is a trust-based perspective (Rao and Ruekert, 
1994; Moore and Andradi, 1996; Urban, 1998) which 


argues for a two-way disconfirmatory relationship 
between retailer and consumer (Mattsson, 1992; Teas, 
1993; Sprenger a/., 1996). We postulated the following 
six propositions (Davis et at., 1999). 

P,: The relationship between retailer and consumer 
in electronic commerce shopping environments 
is defined by the phenomenological disconfir- 
mation of the expected virtual and the actual 
real experiences of shopping on-line. 

P 2 : The phenomenological process of disconfirma- 
tion of the real-virtual shopping experience 
allows the consumer to assess their overall level 
of satisfaction, when the real experience of 
shopping on-line exceeds the virtual shopping 
experience, leading to the development of 
trust. 

P 3 : The expected virtual experience of shopping 
on-line, described as expected flow, is denned 
by the image in the consumer's mind of the 
experience, created through their interaction 
with the interorganizational service brand. This 
image represents a promise. 

P 4 : The interorganizational service brand image is 
defined cognitively as. the knowledge-based 
interlock between the retailer's organizational 
service brand and the alliance service brands 
from the retailer's interorganizational service 
network. . 

P 5 : The real experience of shopping on-line, 
described as actual flow, is denned by the image 
in the consumer's mind of the experience 
created through the consumer's interaction with 
the service process interface (computer and 
distribution services processes). This service 
process interface comprises the retailer's orga- 
nizational service and the alliance service 
processes and is termed the retail marketing 
ECE. 

P 6 : The retail marketing ECE is defined by the 
functional, process-based interlock between the 
retailer's organizational service and the alliance 
service processes of the interorganizational 
network. 

In other words, when the consumer interacts with 
the interorganizational, service brand construct a 
cognitive image is created of what they should expect 
in terms of the on-line shopping experience. This is 
called the virtual component of the relationship. 
Similarly, when the consumer interacts with the seam- 
less, interorganizational, service processes associated 
with the service brand (these processes may include, 
for example, the software computer program and 
the physical delivery process), a second cognitive image 
of the on-line shopping experience is created. This is 
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called the real component of the relationship as it 
reflects the consumer's cognitive experience of the 
actual delivered service. 

In the following discussion we further examine the 
critical antecedents of our real-virtual conceptual 
model informed by the concept of relationship 
marketing (Gronroos, 1994; Gummesson, 1996; 
Brodie, 1997; Coviello et al, 1998). Our model views 
the service interaction as (1) a real-virtual interaction, 
(2) a phenomenological experience and (3) a trust- 
based approach. We then proceed to explain briefly 
the nature of the conceptual model emphasizing (4) 
virtual interactions, (5) real interactions and, finally 
(6) explain the consumer's assessment of their overall 
satisfaction of the interactions real-virtual satisfaction. 

Interactions 

First, we argue that marketing interactions between 
the retailer and consumer are characterized by a state 
of real virtuality. Castells (1996, pp. 372-3), who took 
a sociological perspective, explained that this state is 
where 

there is no separation between reality and symbolic 
representation ... it is a [communication] system 
in which reality itself (that is, people's material/ 
symbolic existence) is entirely captured, fully 
immersed in a [cognitive] virtual image setting in 
the world of make believe, in which appearances are 
not just on the screen through which the experience 
is communicated, but they become the experience 
(pp. 372-3). 

The concept of real virtuality is important in marketing 
interactions on-line because in ECEs the relationship 
between the retailer and consumer is based upon 
channels of information via computer networks and, 
as such, little physical interaction occurs. The inter- 
action, therefore, is seen as being entirely perceived as 
a marketing communication process in the conscious- 
ness (Grttnroos, 1996; Coviello et al> 1998). 

In order to explain how this occurs in ECEs consider 
the challenges of shopping for real-virtual tomatoes. 
When people buy their tomatoes on-line they have an 
information-rich, subjective experience. The tomato, 
as such, is digitally captured and immersed in a virtual 
image setting in which the appearance of the tomato 
is not just on the computer screen through which the 
experience is communicated, but the consumer 
becomes part of the experiential tomato (Steuer, 1992; 
Castells, 1996; Hoffman and Novak, 1996; Shih, 
1998). 

The uplifting of this fruit into the virtual space of 
cognitive experience, from the market-place to market- 
space, is essential because the consumer can no longer 


press and prod the tomato as a subjective assessment 
of quality. Therefore, they rely on the information- 
rich, IT service-generated, cognitive experience of 
the tomato. This experience becomes an enhanced 
service interaction because, in the computer-shopping 
medium, reunification of traditionally separate and 
various modes of communication occurs (Castells, 
1996; Venkatesh, 1998) (Figure 1). We note that, 
in electronic shopping for products, not all of a 
consumer's external stimuli is computer-mediated. 
Although the consumer is buying products on-line, 
physical distribution must occur and information 
inputs will also necessarily result from the physical 
interaction (Steuer, 1992; Rayport and Sviokla, 1994, 
1995; Benjamin and Wigand, 1995; Weiber and 
Kollmann, 1998). 

The real-virtual approach to interaction has some 
very practical implications which relate to definitions 
of artificial reality environments (Buxton, 1994). These 
definitions posit that the user's interaction with artifi- 
cial environments can be enhanced either through (1) 
the use of technologies to re-create the physical scene 
or (2) emphasis upon the cognitive process of the 
users experience. The latter defines the approach to 
interactions we have adopted and treats consumers as 
complex multimedia organisms, the nature of which 
artificial systems attempt to emulate (Geirland, 1996). 
This approach recognizes the cognitive power of the 
human brain (rather than the processing power of the 
machine) as the most significant discovery in 
human-computer interaction. It acknowledges that on- 
line communication is processed by users employing 
all the sensory information inputs available to them 
and employing all available devices for accessing 
information (Travis et al, 1994; Geirland, 1996). 

This approach was supported by Csikszentmihalyi 
(1990) who suggested that the extent to which users 
would conclude that they are happy with the outcome 
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Figure 1 Integrated medium of computer-mediated 
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of, for example, buying the tomatoes on-line is 
dependent upon the chain of thoughts, feelings, sensa- 
tions or information that effect a discernible change in 
awareness. These become apparent during the service 
interaction. We therefore suggest that the consumer's 
satisfaction with their tomatoes will be related to their 
overall experience of the interaction rather than by 
the retailer trying to match the reality of the user's 
physical world. 

Secondly, we argue that, when viewing the inter- 
action as real virtuality and a communications process 
of the consciousness, the interaction is a phenomeno- 
logical system (Johnson, 1998). In other words, we are 
concerned with the development of a theory where the 
focus is on experience, the mental correlate of actual 
behaviour and motivation (Lacity and Janson, 1994; 
Laudon, 1995; Chikudate, 1997). This approach 
emphasizes the experience of using the ECE itself 
(Hoffman and Novak, 1996). 

Thirdly, in an ECE, a trust-based approach to 
the interaction must be taken (Urban, 1998). Trust 
is considered to be the essence of a relationship 
(Grttnroos, 1994; Gummesson, 1994; Morgan and 
Hunt, 1994; Webster, 1994; Buttle, 1996; Nelson and 
Cooprider, 1996; Murphy and Gundlach, 1997) and, 
in ECEs, trust is an integral component of the 
interaction. For example, Moore and Andradi (1996) 
noted, probably one of the greatest challenges to 
marketing on the Internet is consumer concern with 
risk as they have little or no opportunity to control 
quality physically. They advocated that in ECEs 
consumers turn to other criteria, such as symbols, to 
provide experience clues and, in this way, these 
symbolic entities act as a form of promise to be deliv- 
ered upon, enabling the development of trust between 
the buyer and seller. 

In the following discussion, we examine virtual and 
real interactions, examining how marketing variables, 
such as the service brand, may be used to support 
these interactions cognitively. We conclude with an 
understanding of how these two constructs enable 
consumers to assess their own level of satisfaction with 
shopping on-line. 

Virtual interactions 

We propose that the virtual interaction is the expected 
virtual experience of shopping on-line. This is 
commonly articulated by consumers as a structural 
phenomenology, described as their expectations of the 
flow experience. 

From our previous example of shopping for toma- 
toes on-line as a phenomenological experience we 
argue that to support the virtual interaction cognitively, 
consumers become increasingly reliant on symbolic 


entities, such as brands, as informational inputs. This 
argument is derived from Csikszentmihalyi (1990) and 
others (Trevino and Webster, 1992; Webster et al, 
1993; Hoffman and Novak, 1996) who contended that 
a consumer's optimal on-line experience is defined by 
inputs of external information that are consistent with 
the user's on-line shopping goals and objectives. These 
act to create an image in the consumer's mind of the 
expected experience. Brands, therefore, as a form of 
promise, play a key role in the experiential 'priming' 
of the user. 

The role of brands as informational conduits is a 
core concept in marketing (Aaker, 1996, 1991; Duncan 
and Moriarty, 1998) and, from a services perspective, 
they are seen to act as a relationship fulcrum 
(DaH'Olmo Riley and De Chernatony, 1997). e In 
service industries, firms having strong brand names 
and symbols are better positioned to mitigate 
customers' perceptions over . . . quality' (Bharadwaj 
et al, 1993, p. 91). In essence, the brand is a symbolic 
resource (Elliott and Wattanasuwan, 1998) which 
provides a mechanism to engage both buyer and seller 
in a long-term relationship. It also promotes the devel- 
opment of trust (Rao and Ruekert, 1994; Aaker, 1996; 
Gurviez, 1997; Keller, 1998). 

Moore and Andradi (1996) noted that, when a 
consumer shops in a traditional store, they can judge 
a product by its physical characteristics and by the 
retail environment. In on-line shopping these cues 
are absent and so most products become experience 
products. As a result, the consumer turns to other 
value criteria such as brands. Deregatu et al (1998) 
supported this view suggesting that, due to the problem 
of such missing information, on-line brands are 
expected to have a higher impact on consumers' deci- 
sion processes. 

This argument was further extended by Rao and 
Ruekert (1994) and Moore and Andradi (1996), who 
noted that, particularly in multiservice ECEs, infor- 
mation asymmetry and missing information occurs. 
Therefore, firms may communicate to consumers addi- 
tional experiential perceptions which are not normally 
associated with their service brands through brand 
alliances. In such brand alliances two or more brands 
are integrated and perceived by the consumer as linked 
or jointly branded. The logic of brand alliances can 
be related to the literature on interorganizational 
networks and there is growing evidence that firms are 
commonly oriented towards interorganizational rela- 
tionships in ECEs. The main strategic benefit is 
interorganizational configuration for the coordination 
of mutual benefit through resource exchange (Naisbett, 
1984; Miles and Snow, 1986; Rockart and Short, 
1991; Scott Morton, 1991; Willcocks and Fitzgerald, 
1994). 
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On-line brand resources can also be shared across 
organizations if information asymmetry and missing 
information is a problem with individual service 
brands. If brands are to communicate to consumers 
what they are to expect experientially while they are 
on-line, it becomes difficult for one brand in isolation, 
such as the retail brand, to make adequate promises 
regarding service processes which are not normally 
associated with their brand (e.g. banking, Internet 
access and distribution). Historically, these associations 
have not been created because they are not central to 
the retailer's core business and market-place advan- 
tage. To overcome this problem in market-space, 
retailers can create brand alliances with their service 
partners to make assurances to the consumer regarding 
the delivery of the overall service process interaction. 

Brands, as a form of promise, have never been 
more important than with Internet-based shopping 
(Moore and Andradi, 1996). As we are reminded, the 
basis of any form of human interaction or exchange is 
the promise concept (Murphy and Gundlach, 1997). 
It is only through making and keeping promises in 
marketing interactions that trust can be built between 
buyer and seller (GrOnroos, 1994, Gummesson, 1994; 
Buttle, 1996). 

A key aspect of the virtual interaction is the way in 
which the service brand-related promise is used to 
build a mental picture and image of the expected 
experience in the customer's mind. This image is 
defined as the meaning consumers associate with the 
product or service (Dobni and Zinkhan, 1990). Such 
meanings are derived by consumers by receipt of 
brand-related information which forms perceptions of, 
in this case, the expected experience of shopping on- 
line. This may include any brand-related activity and 
centres on the perception of the product's or service's 
ability to satisfy consumers' needs (DaH'Olmo Riley 
and De Chernatony, 1997). Padgett and Allen (1997) 
argued that the role of brands and the image they 
create in consumers' minds in services environments 
must extend to 

. . . include the attributes and functional conse- 
quences and the symbolic meanings consumers 
associate with a specific service. Such meanings are 
attached to a service through a combination of 
personal experience, communication with other 
people, and advertising. It is the composite of those 
meanings associated with a service brand that influ- 
ences behavior toward the brand ... In sum, service 
brand image is the consumer's mental picture of the 
brand created in response to brand-related stimuli. 
(P. 51) 

In order to understand the service brand-created 
image of the consumers' expected on-line shopping 
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experience we draw on Keller's (1993) associative 
network brand memory model where perceptions of a 
brand are the associations held in a consumer's 
memory. In other words, when brand-related promises 
about the ECE experience are made to consumers by 
advertising and other forms of communication, infor- 
mational nodes are created which are linked to the 
brand's node in memory. These informational nodes 
contain the experiential meaning of the brand for 
consumers. 

In summary, the consumer's expectations of the on- 
line experience in ECEs is defined by the image in the 
consumer's mind of the experience and created 
through the consumer's interaction with the service 
brand alliance, the interorganizational service brand. 
The retailer is unable to create this image in their 
customer's mind as a singular symbolic entity and, as 
such, their relationship marketing strategy will be to 
develop a service brand alliance through the creation of 
an interorganizational retail services brand. The inter- 
organizational service brand is defined by a knowledge- 
based interlock between the retailer's organizational 
service brand and the alliance service brands from 
the retailer's interorganizational network. 

The retailer and consumer use this image as a form 
of contractual promise regarding the satisfaction levels 
of the on-line shopping experience. The image in the 
customer's mind is created and a promise made when 
the customer interacts with the interorganizational 
service brand. 

Real interaction 

Finally, we proceed to examine the second component 
of the interaction, the real interaction. This is an exten- 
sion of the virtual interaction but here it relates to the 
mental image created in the consumer's mind when 
they shop on-line (Keller, 1993). In essence, this inter- 
action and the phenomenological experience of it is 
created through the consumer's interaction with the 
service process interface. The service processes are 
associated with the interorganizational service brand 
and may include IT processes, e.g. the software inter- 
faces and/or processes related to the physical distrib- 
ution of the product to the consumer. 

The process platform, even though it is drawn from 
multiple organizations, is functionally interlocked 
between the retailer's own organizational service and 
the alliance service processes. This ensures that the 
service process offering is seamless and consistent with 
the experiential promise to consumers communicated 
by the interorganizational service brand. For the 
consumer this second, real, experiential image (also 
described as actual flow) represents the actual on-line 
shopping experience. 
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Real-virtual satisfaction 

The goal of service interactions in both traditional 
environments and ECEs is the perceived consumer 
satisfaction with the interaction and this commonly 
hinges on positive customer perceptions of the inter- 
action (Solomon et aL, 1985; Fisk et al, 1993). 

As we have argued, the ECE consumer has two 
experiential images in their mind: (1) that relating to 
interorganizational, service brand interactions and (2) 
that relating to interorganizational, service process 
interactions. Therefore, the consumer can assess their 
overall satisfaction with the experience of the on- 
line shopping service through the phenomenological 
process of disconfirmation (Parasuraman et al, 1985; 
Mattsson, 1992; Teas, 1993; Spreng et al, 1996; 
Costabile, 1998). In other words, high levels of satis- 
faction result when the actual real service experience 
is greater than the expected virtual experience, 
resulting in the development of trust (Costabile, 1998). 
In the long term, this leads to consumer motivation 
towards the interorganizational service brand and can 
be described as leading to loyalty (customer retention) 
to the on-line shopping service. 


Methodology 

The setting of the interactive home shopping study 
articulates the changing role of retailing relationships 
(Figure 2). The central tenant is a supermarket and 
the project itself is a multipartner commercial devel- 
opment aimed at expansion into the electronic 
shopping market sector. It includes the following orga- 
nizational entities: a systems integrator, a retailer, a 
courier, an Internet service provider and a bank. The 
service offers consumers home shopping via a personal 
computer. The service went public early in 1997 and 
national thereafter. 



Figure 2 Research setting 


The study employed two key stages of conceptual 
development. The first stage used the case study 
approach (Eisenhardt, 1989; Orlikowski, 1993; Miles 
and Huberman, 1994; Yin, 1994)i In-depth interviews 
with executives from the five service organizations were 
used to develop and refine the research propositions 
and create a conceptual model of the marketing rela- 
tionships in an ECE. The case study was a multiple, 
five-organizational case design. Senior executives and 
key team members in each organization were targeted 
and requested to participate. The number of case inter- 
views totalled 27. Secondary documentation was trian- 
gulated with the interviews Qick, 1979). The interview 
programme was set over a 3 month period involving 
all 27 interviewees and employed a semi-structured 
interview technique. The analysis employed traditional, 
researcher-based techniques (Miles and Huberman, 
1994; Yin, 1994), aided by the use of the computer- 
based tool QSR NUD.IST. 

The second stage of the method was a series of struc- 
tured focus group replications intended to explore the 
research question further in conjunction with the 
preliminary propositions (Calder, 1977; Durgee, 1987; 
Morgan, 1988; McDonald, 1993; Clapper and Massey 
1996). In an attempt to part simulate an ECE, the 
consumer focus groups used a decision support system. 
The use of the computer to elicit responses from the 
group provided deeper descriptions from the respon- 
dents of the phenomena in question. 

The focus group participants were drawn randomly 
from a target sample of the top 200 customers by total 
value spent. Twenty- six consumers formally agreed 
to participate in the focus groups, which were 
spread over five sessions. Analysis of the focus group 
evaluation data indicated that the 26 participants repre- 
sented a homogeneous sample of the total shopper 
population. Of the 26 participants nine were men 
and only one person was not the main supermarket 
shopper for their household. Five participants were not 
married, six had less than two income earners per 
household and six had two or less people in total 
per household. 

Most participants were middle aged (mean = 42.6 
years) with a wide range of professional occupations. 
They showed high levels of time spent in secondary 
schooling (mean = 4.7 years) and tertiary education 
(mean =4.5 years). The mean combined income 
per household was over $NZ100 000 (mean = 
$NZ106 461). The data also showed that the partici- 
pants had spent nearly 1 year using the shopping 
system (mean = 11.9 months) at a rate of over three 
times per month (mean = 3.3 shopping events per 
month). The process of analysis of the focus group 
transcripts applied the same process of analysis 
employed in the first stage of data collection. 


Relationship marketing in ECEs 

Finally, it is noted that the identity of the organi- 
zations, executive cases and consumer focus group 
participants involved cannot be revealed for legally 
binding confidentiality and ethical reasons. However, 
every attempt is made to identify the context of the 
presented text units without contravening these 
constraints. 


Evidence 

The key driver of the change in services orientation in 
the on-line shopping ECE is disintermediation, which 
is driving closer links between the manufacturer and 
consumer. For the partners in this interactive network, 
disintermediation is presenting some fundamental chal- 
lenges to transforming the way in which they tradi- 
tionally add value as a service intermediary, as this 
participant indicated: 

... it is very revolutionary what the Internet is doing 
to marketing and retail ... I think that it is inter- 
esting to see that the people and businesses that are 
at most risk of disintermediation, or being cut out 
of the chain between the supplier and customer/ 
user, are the most active [in] carving themselves a 
niche . . . the Internet is destroying the retail 
channel brand. . . it is being reshaped ... So what 
does that leave the . . . retailers or distributors . . . 
on the Internet? What it leaves them is using the 
Internet as a very clever channel to provide a lot of 
information and backup to their existing retail chan- 
nels (executive interview data). 

In our exploration of the responses of the network 
partners to such threats of disintermediation we found 
that they were redefining their traditional determinants 
of service value through the creation of new inter- 
organizational relationships. We noted that the partner 
organizations had begun to form the relationship based 
upon each firm's organizational service brands (with 
the aim of creating a virtual image of the service expe- 
rience) and functional processes (with the aim of 
creating a real image of the service experience) (P p P 3 
and P 4 ). In this network the system integrator inte- 
grated the various actors in the relationship, particu- 
larly between the various services process and brand 
images, creating a common service offering and symbol 
of meaning to the consumer, which formed the basis 
of interaction: 

I actually see that the [system integrator] is all those 
components. It is almost like a parent ... it is a bit 
like a consortium [and] is very much the integrator 
in terms of brands [service brands] and business 
relationships [service processes] (executive interview 
data). 
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This common service brand and process was perceived 
to be important by consumers: 

Obviously you need to have all three types of service 
brand - supermarket, courier, bank - in order to 
make the system work . . . each playing a critical 
role co-ordinated by [a] company [the system inte- 
grator] (consumer focus group data). 

The development of these brand-related associations 
was motivated by the partners (the Internet service 
provider, retailer and courier) seeking new marketing 
opportunities through the reorientation of their brands 
in the services environment of the ECE: 

[The retailer] have been the innovators on many 
occasions. [The Internet service provider] with the 
[Internet service provider product] brand wanting 
to be seen as the innovators again - trying to shake 
of the old [Internet service provider] brand through 
the zappy [Internet service provider brand] Internet 
service. [The bank] again are looking to be at the 
front edge. They have been beaten so many times 
by [competitors] in technology issues. They have to 
be pan of the new paradigm, [the courier] . . . they 
have an aspiration (executive interview data). 

It is important to note that each organization, with 
the exception of the system integrator, operates in 
mature markets which are in a slow decline and/or are 
targeted towards business customers, with the excep- 
tion of the retailer. The system integrator represents a 
pathway for this reinvention. The system integrator 
clearly sees this function as part of the integration 
process: 

We represent opportunities for business develop- 
ment that they are prepared to put a certain amount 
of research, money, time, etc., into. In order to say 
'can I develop that and get a return from it?' We 
represent an opportunity to move into new or 
expanded business in new ways (executive interview 
data). 

This view was shared by consumers: '[They are] all 
companies working in mature markets looking for 
new opportunities' (consumer focus group data). 

However, it was clear that, although there were posi- 
tive opportunities for brand-related associations, there 
was a potential downside that needed to be controlled. 
One senior executive cited the historical failure of 
Tesco and other supermarket chains as a warning: 
'TESCO, who has opened up its own service and other 
supermarket chains have tried but failed' (executive 
interview data). 

This view was echoed by the retailer who cited a 
failed brand alliancing promotion with a multinational 
IT company: 
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[The retailer] has had a history of getting involved 
with projects like this and things going wrong. For 
example, the [IT company/retailer] TC [personal 
computer] for schools' program caused a lot of prob- 
lems for our brand. It pays to keep that in mind, 
that we have been let down before (executive inter- 
view data). 

To balance their risks and the historically perceived 
effects of other ECE projects on consumer confidence 
and comfort, trust became an essential component of 
the development of a common symbol of meaning to 
the consumer, particularly in terms of satisfaction (P 2 ). 
The system integrator approached the development of 
consumer trust and security from two angles. The first 
related to exploiting strong, indigenous brand image 
associations, considered important to the national 
target market: 'There is a strong branding here ... It 
is more homogeneously New Zealand' (executive inter- 
view data). 

Consumers considered such brand strength essential: 

'Each of the [service] brands ... are leading 
brands . . . [the fact that they are] well-known, reli- 
able companies gives you confidence that [the] 
system will work well and [that you] will not be let 
down (consumer focus group data). 

Secondly, the system integrator sought to leverage 
existing consumer perceptions of the partners' brand 
images and their brand associations in terms of comfort 
and security. To support this view one participant 
argued that 

The key factors of interlock are the brand equities 
that each of the parties brings. The group as a whole 
is enormously powerful. If you put all those famous 
brands together in the mind of a consumer or 
business partner, it brings them comfort in what is 
a very leading edge, futurist type of endeavour. It 
has been very important for this company to link 
in with famous brands and to leverage that brand 
equity . . . [in] heading for a mainstream mass 
market we need to go with the well known, well 
trusted brands (executive interview data). 

I always talk about it from a consumer's point of 
view, in that they are powerful brands. I believe the 
power exists in the position that brand occupies in 
the mind of the consumer . . . that there is a certain 
familiarity. And it is that which will bring the 
comfort and confidence for people using this system 
or for them to want to be associated with that brand 
(executive interview data). 

The retailer also saw brand trust associations as 
important (P 2 and P 3 ): 


There is a whole degree of risk in there and there 
has got to be brand fit. Just like there has got to 
be brand fit with the consumer, there has got to be 
brand fit with any other company that you have an 
alliance like this with . . . the [retailer] as a brand is 
fairly dependable. It has been around a long time 
but with some people, depending on where they 
shop, we have a more contemporary image and 
certainly amongst the supermarkets in this industry 
we are seen as being innovative. But if we align 
ourselves with somebody that does not fit that sort 
of profile then I think it is all wrong, you are pulling 
your foundation stones away (executive interview 
data). 

The bank not only saw trust and service branding 
as important in ECEs but also expressed concern that 
the other partners would deliver what was promised 
to the consumer: 

The other thing that we looked at when we started 
. . . was [that the system integrator] was only 
following brand name retailers which equate to 
generally trust and confidence. If... it is brand 
name retailers you have the consumer's confidence 
... A big part of the trust is the pursuit of brand 
name stores. People feel they have got recourse 
because they know where the bricks and mortar is 
to go in and make a complaint and try and seek 
remedy. They recognize those big brand name 
retailers have got a lot more to protect than making 
a small sale and so image is of value to them. But 
if it is an organization I know nothing of and who 
is really just a couple of people who have set up a 
virtual warehouse [then] what happens when it goes 
wrong? Where do I go, who is looking out for my 
interest? (executive interview data). 

The service brand as a fulcrum of relationship trust 
was articulated strongly by consumers: 

Trust allows me to let people provide the service 
that I am requesting of them. I trust because I know 
the service brands. I trust because I found out about 
[the service] from someone I know, like and trust! 
I trust because of previous experience [in the 
physically mediated environment], I trust because I 
have knowledge of the service. I trust because it has 
worked and worked to a level that I am happy with. 
If there was no trust I could not allow the service 
to continue (consumer focus group data). 

This service delivery proved to be an important 
linkage between the physically mediated environment 
and the ECE. In the ECE delivery process consumers 
move through the above transition and leading brand 
name retailers can still provide the opportunity of 
experiencing physical interaction. 


Relationship marketing in ECEs 
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The desired integration of five differentiated brands 
also created the need for brand interlock (P 4 ). The 
dominant logic behind interlock is the creation of 
the common integrated symbol of identity to the 
consumer. To achieve brand interlock there was the 
need to create a fit between organizations which were 
not directly interrelated, in order to create a common 
symbol of identity with each partner company: 

I believe that it is lots of things . . . you have got 
marketing and software development, customer 
services all forming a company. I believe that that 
is how we should be looking at the [retailer], the 
[courier] [the internet service provider (ISP)], the 
[bank]; all those components should come together 
and form a brand. There has got to be a real tight 
coming together of all those individual brands (exec- 
utive interview data). 

The ultimate focus of this effort was the creation of 
an overall brand image vision, allowing for a fit 
between the common symbol of identity, the brand 
image-related perceptions of the ECE and. the actual 
services offering (P 6 ): 

everyone buying into the vision ... we are trying to 
keep the vision fresh in front of them [the partners] 
. . . the parties [have] bought into the vision of the 
electronic future as it relates to retailing ... I believe 
that the whole basis of this really is an earnest desire 
to reach this particular point, that we have a 
common goal and a common vision (executive inter- 
view data). 

Given this desire to create brand interlock, the study 
questioned how consumer-based brand interlock might 
be achieved. We argue that, to achieve interlock, atten- 
tion should be focused on two factors. The first recog- 
nizes that the brand is based upon the context of 
service processes to the consumer, that is via a phys- 
ically mediated environment (distribution of product) 
and an ECE (electronic shopping system). For 
example, consumers perceived this process interlock in 
operation: 'Each adding value to the process with their 
own expertise' (consumer focus group data). 

Secondly, it was understood that interlock needed 
to be based on the creation of customer satisfaction. 
For the consumer the perception of brand interlock 
was achieved through visibly enhancing common 
perceptual threads in the consumer's mind (associa- 
tions) between the components of each brand's image, 
which were, in turn, consistent with the partners' 
global brand image vision. 

The process of achieving brand interlock was also 
linked to a relearning of the brand's presence for the 
consumer. We noted that perceptual confusion 
occurred when the partners investigated how this new 


brand was symbolized in the consumer's mind. For 
example, the most common source of confusion arose 
when two brands had different market orientations, as 
with the retailer (retail consumers), the courier and 
the Internet service provider (business customers) 
organizational brand entities. These two latter brands 
communicated different meanings about what satis- 
faction meant to the customer. 

To avert this confusion, brand interlock was seen as 
a process of control and the dominant controller of 
the brand became the retailer, as they are the anchor 
tenants holding the dominant position in the inter- 
organizational relationship. This control was due to 
their target consumer intimacy and their overall input 
into the global visioning of the enterprise. This domi- 
nance by the retailer enabled not only control of the 
process of interlock, but parallel leverage of the back- 
end interorganizational services integration in the retail 
service environment to ensure experiential gaps were 
minimized (Pj and P 5 ): 

[The retailer] exercise more at times on detail on 
how they are going to do business and [the system 
integrator] has to live with that. Their relationship 
with the customer is a determining factor in [the 
retailer's] power, it is something to protect (execu- 
tive interview data). 

The role of the retailer as the dominant controller was 
also important for consumers: 

[The retailer] brand dominates . . . important when 
trusting someone else to select your food. . . . More 
significant in the summer, when I did worry about 
how long delivery took in the heat (consumer focus 
group data). 

Brand interlock was seen by the retailer as being a 
key issue in the development of business opportunity 
but was also viewed in terms of potential risk of brand 
equity erosion through being perceptually interlocked 
with the courier. From the retailer's perspective the 
courier owned the physically mediated customer inter- 
face: 

'We are very sensitive to the fact that . . . the 
[courier] is representing the [retailer] brand . . . 
representing our interests in terms of what the 
customer experiences (executive interview data). 

The process of brand interlock was also seen as a major 
issue for the courier: *We definitely saw that . . . [the 
retailer] was concerned about . . . [the courier] deliv- 
ering the goods and representing their brand to the 
customer' (executive interview data). 

The resulting effect of this was potential percep- 
tual confusion for the consumer as the two brands 
appeared discretely. The retailer acknowledged the 
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synchronization role of the system integrator in 
reducing the threat of confusion created through the 
interlock process, but, due to initial relational ambi- 
guity, the process of achieving brand interlock and 
the potential risk to brands of equity erosion was 
prevalent. Consequendy, control mechanisms were 
established to ensure that the process of interlock was 
consistent with the shared global vision. From the 
consumer's perspective the courier is a component of 
a seamless process of physical service associated with 
the medium of the ECE: 'I believe [the retailer, courier 
and bank] work together well to make shopping a 
seamless experience' (consumer focus group data). 

In conclusion, therefore, support for our proposi- 
tions has been established through the literature and 
case findings. We have described a case in which five 
service organizations adopted a real-virtual approach 
to relationship marketing in ECEs. Led by the retailer 
organization the marketing relationship is viewed from 
the perspective of the consumer's phenomenological 
and disconfirmatory experience of shopping on-line. 
Through application of this managerial frame the 
consumer can assess the overall level of satisfaction. 
This provides the mechanism upon which trust in the 
relationship can evolve through experience. 

Implications 

In. this paper we have built on our previous concep- 
tual model concerning value-creating strategies for 
service companies facing the threat of disintermedia- 
tion. Such strategies commonly necessitate the forming 
of alliances with other service providers for the creation 
and delivery of electronic commerce. To combat the 
perceived risks of ECEs, managers should ensure that 
they ally with brands that offer high consumer brand 
value, are consonant with their own service brand 
values and reinforce consistency and trust with 
consumers. Managers should also understand that the 
relationship between the retailer and the consumer in 
ECEs is defined by the disconfirmation of two cogni- 
tive images of the on-line shopping experience. These 
images are identified as the expected virtual (service 
brand-related) and the actual real (service process- 
related) images. 

We have also presented new confirmatory evidence 
from the retail organization, their network partners and 
their consumers which supports our contention that 
a trust-based approach be applied by retailers in 
such environments. This involves the keeping of a 
promise to the consumer. This promise is defined 
by the virtual image of the interorganizational service 
brand held in the consumer's mind and created by 
their interaction with that brand. Keeping promises 


'Real Interaction' 



'Virtual Interaction' ; 
(Service Brand Defined) I > : 


Figure 3 The concept of real-virtual interaction 


necessitates the creation and management of brand 
interlock at both the virtual, symbolic level (the 
customer perceives consistent links between all partner 
brands and the interorganizational service brand) and 
at the functional level (the customer perceives a seam- 
less service delivery process by all partners). Such 
management allows the customer to assess their level 
of satisfaction and leads to the creation of high levels 
of trust in an ECE. 

Future research will explore consumer perceptions 
of the service brand further and investigate differences 
in traditional and ECE service brand environments. 
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